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PREFACE 


It is hoped that this study may prove timely and contribute 


to a better understanding of the broad implications of insurable 
interest. 


This paper represents the views of the author who has made a 
careful study of the subject. The opinions expressed do not 
necessarily reflect the views of Baylor University. 


At the request of several members of the Legislature, Baylor 
University is making available a copy of this issue of Baylor . 
Business Studies to each member of both houses of that body. 


Edwin F. Moore 
Director of Research 
School of Business 
Baylor University 
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I. THE PROBLEM 


The Texas life insurance law as to insurable interest is in 
many respects a radical departure from the law that prevails in 
other states and has given rise to a considerable amount of 
criticism and controversy. The purpose of this paper is to make 
an objective and critical analysis of the differences between the 
Texas law and the laws of other states for the purpose of deter- 
mining whether or not it is desirable that the present Texas law 
be modified to meet more adequately the needs of the public. 

This report will point out the uncertainties under the present 
Texas law as to the person or persons to whom the insurance 
proceeds should be paid. Of course, it is of little concern to the 
insurance company who receives the proceeds, but it is a matter 
of considerable concern to the individual policyholder, his bene- 
ficiary, and the public that uncertainties be removed. 


Il, STATEMENT OF LAW REGARDING 
INSURABLE INTEREST IN TEXAS 


The principal differences between the rules of law that apply 
in Texas and those which apply in other states are as follows: 


(1) In all states except Texas, a person buying a life insurance 
policy on his own life is regarded as having an insurable interest 
to an unlimited extent and may name anyone he pleases as bene- 
ficiary.! In Texas a person buying a life insurance policy may 
name only a person who has an insurable interest in his life.? 


(2) In most states an insurable interest must exist only at 
the time the policy is purchased; in Texas an insurable interest 
must exist at the time of death.’ 


(3) In other states, any person who is very closely related 
by blood or marriage or who has a reasonable expectation of 
pecuniary benefit or advantage from the continued life of another 
is regarded as having an insurable interest. The same general 
principle is presumed to apply in Texas, but one of the statutes 
specifically enumerates certain classes of business relationships 
that give rise to an insurable interest and is silent as to others.‘ 

1Smith v. Coleman, 184 Va. 259, 35 S.E. (2d) 107. 

2Allen v. Brewster, 172 S.W. (2d) 192, (Tex. Civ. App. 1943) (Reversed 
in 142 Tex. 127, 176 S.W. (2d) 311 on another point). Wilke v. Finn, 39 
S.W. (2d) 836, (Comm. App. 1931). Finn v. Metropolitan Life Ins. Co., 


16 S.W. (2d) 922-24, (Aff. 39 S.W. (2d) 836). 


‘ Py — v. Northwestern Mutual Life Ins. Co., (Comm. App. 1920) 221 


4V.A.T.S. Insurance Code, Art. 3.49. 
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As a result, grave uncertainties are introduced in the law with 
respect to several types of business situations which frequently 
give rise to the purchase of life insurance. 


(4) In most other states the same rule with respect to 
insurable interest applies to all types of life insurance companies ; 
in Texas there are no requirements whatsoever applying to one 
very large segment of the business.’ We will examine each of 
the above four points of differences in order, 


II, PURCHASE OF A POLICY ON ONE'S OWN LIFE 


The courts of all states other than Texas observe a clear dis- 
tinction between a situation in which a person is buying a policy 
on his own life and paying premiums on the same himself as 
contrasted with a situation in which one person buys a_ policy 
on the life of another.® 


If a man buys a policy on his own life and pays the premiums 
himself, in all states other than Texas he may designate anyone he 
pleases as beneficiary. In such a case he is regarded as having 
an insurable interest in his own life and can designate anyone 
he desires as beneficiary with the assurance that that person will 
receive the proceeds of the policy in accordance with the provisions 
of the policy. It is presumed that the insured will not voluntarily 
name anyone beneficiary under a policy unless he has a good 
reason to do so and unless he is satisfied in his own mind that 
he will not be endangering his life by such action. In other words, 
the insured would have the same freedom to dispose of his life 
insurance by means of designating a beneficiary as he would have 
to dispose of his other property by will or gift. 

In contrast, the Texas law does not permit the individual the 
same freedom to dispose of his life insurance as that which he 
enjoys with respect to his other property.? Under Texas law, 
the person who is named as beneficiary must have an insurable 
interest even though he may be unaware of the fact that he has 
been named as beneficiary under the policy until after the insured’s 
death. In the case of Wilke v. Finn, the Metropolitan Life In- 
surance Company issued to Herman Finn a policy of life insurance 
valued at $1500. Herman Finn named a long-standing friend of 

5[bid. 


6Smith v. Coleman, 184 Va. 259, 35 S.E. (2d) 107. 
710 T.L.R. 51-62. 
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his, Fred Wilke, as beneficiary. Not even the existence of the 
policy was known to Wilke, much less the fact that he had been 
named beneficiary of such a policy, Upon the death of the insured, 
a cousin of the insured was appointed administrator for the 
estate of the deceased, Thereupon, the above named administrator 
instituted suit against the insurance company and Wilke, the named 
beneficiary, for the proceeds of the policy, The insurance company 
admitted liability and deposited the insurance money in the court's 
registry, While proceeds were on deposit in the court, judgment 
was rendered in favor of Wilke and against the administrator of 
Finn's estate, However, upon appeal to the Court of Civil Appeals, 
this judgment was reversed in favor of the administrator and 
against Wilke,® 


The reasoning advanced by the courts for the present rule of 
law as to insurable interest and that advanced by those who oppose 
change in the Texas law is that present rules are necessary to 
prevent an incentive to murder. That this reasoning is often 
absurd should be obvious in a case such as that cited above, in 
which the beneficiary was not even aware of the fact that he had 
been named beneficiary. Furthermore, it is entirely possible that 
the present Texas rule could serve as a greater incentive to murder 
than a rule of law which would permit the insured to name a 
beneficiary of his own choice. For, if the insured is permitted 
to name a beneficiary of his own choice, he would certainly attempt 
to pick a beneficiary who would not be tempted to murder him, 
whereas the arbitrary designation of his beneficiary by present 
rules of Texas could conceivably have the opposite effect of 
that which is intended. For example, suppose that the insured has 
a very near and dear friend who has befriended him on numerous 
occasions and to whom he wishes to show his affection by means 
of a life insurance policy payable at insured’s death. Assume 
further that the insured’s only relative is a distant cousin to 
whom he is bound by no particular bond of affection. Under 
Texas law, if the insured buys a life insurance policy and names his 
friend and benefactor as beneficiary, the distant cousin would 
be in a position to assert legal claim to the proceeds at the death 
of the insured. If anyone would have an incentive to take the in- 
sured’s life, it would be the distant cousin. In a situation of this 


8Wilke v. Finn, (Comm. App.) 39 S.W. (2d) 836. 
9Cheeves v. Anders, 87 Tex. 287, 28 S.W. 274, 1894. Whitesell v. North- 
western Mutual Life Ins. Co., (Comm. App. 1920) 221 S.W. 575. 
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kind, the Texas law, rather than providing protection to the insured 
by permitting him to designate a beneficiary in whom he has confi- 
dence and for whom he has affection, arbitrarily gives over the 
right to collect the proceeds of the policy to a person the insured 
would not choose as his beneficiary. 


The force of the argument that the law should prevent the 
insured from naming a beneficiary of his choice because of the 
possibility that the beneficiary will murder him is still further 
weakened by the fact that the statutes prohibit a murderer from 
participating through the collection of insurance on the life of a 
person whom he murdered.!° 


This peculiarity of the Texas law, which prevents the insured 
from naming a beneficiary of his choice even when he buys the 
policy on his own initiative and pays the premiums himself, is 
also highly inconsistent with the law regarding disposition of 
property by will. If there were actually any reason for the law 
to concern itself with the protection of an individual from the 
‘results of his own action in selecting a beneficiary for his life 
insurance, there would also be good reason for the law to concern 
itself with protecting the individual from the results of his own 
action by the disposal of his own property by will. The Texas 
law does not prohibit one from naming any person he may please 
as a legatee or devisee under a will. Here the law presumes that 
no one will be foolish enough to will his property to a person 
who would be tempted to murder him in order to profit by his 
death. There is certainly no more reason to assume that a person 
would buy a life insurance policy on his own life, pay the premiums 
on it himself and designate a beneficiary who would thereby be 
given reason to murder him in order to collect the proceeds of 
the life insurance policy. 


In summary, the present rule of Texas law, under which a 
person is not permitted to choose freely the person he wishes as 
beneficiary, unduly and unreasonably restricts the freedom of the 
Texas citizen and is inconsistent with the general body of Texas 
laws which permits its citizens to dispose of their property as 
they see fit by gift or will. There is, therefore, excellent reason 
for advocating modification of this rule of law. 


10V.A.T.S. Insurance Code, Art. 21.23. 
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IV. TIME AT WHICH INSURABLE INTEREST 
MUST EXIST 


Under the laws of most states other than Texas, an insurable 
interest in life insurance must exist only at the time a policy is 
purchased. In Texas an insurable interest must exist at the time 
of death.'! The Texas rule very closely follows the rule that is 
applied in property insurance. In the case of a house to be 
insured against damage by fire, for example, in order for a person 
to collect on a fire insurance policy he must have an insurable 
interest in the house at the time the fire occurs. The reason why 
a distinction is made between property insurance and life insurance 
in the insurable interest rule in all states other than Texas arises 
out of the nature of the differences between a life insurance 
contract and a property insurance contract. Under a fire insurance 
contract, for example, one buys fire insurance for a stipulated 
period to cover a hazard which may or may not materialize. 
Upon the expiration of the period, the fire insurance policy expires 
and is without value. A life insurance policy, on the other hand, 
insures against an event which is certain to occur at some time 
in the future; and the policy often not merely insures against the 
risk, but is also an investment instrument. Because of this in- 
vestment aspect of the life insurance policy, the maximum benefit 
to the insured often may be obtained only if the policy is continued 
until its maturity. It is a well-known fact that one who owns 
a life insurance policy often sacrifices something of value by 
reason of surrender of the policy before such maturity date. For 
this reason, the courts in most states reason that it is unfair to 
the policy owner to force him to surrender a life insurance policy 
under conditions that may result in forfeiture of investment values 
under the contract. Therefore, most states other than Texas do 
not require than an insurable interest exist at the time of death 
as well as at the time when the policy is purchased.!? 

An example may serve to illustrate the principle involved. 
Assume that a woman buys a life insurance policy on her husband 
at a time when they are living together as man and wife. Assume 
further that the policy is purchased largely to serve as a means 
of systematic savings. (Many policies are purchased primarily 
for this purpose.) Let us further assume that the policy is to 


11Whitesell vy. Northwestern Mutual Life Ins. Co., (Comm. App. 1920) 

221 S.W. 575. Cheeves v. Anders, 87 Tex. 287, 28 S.W. 274. 24 T.J. 772. 
12Grigsby v. Russell, 222 U.S. 149, 56 L. ed. 133, 32 S.C. 58. Connecticutt 

Mutual Life Insurance Company v. Schaefer, 94 U.S. 457, 24 L. ed. 251. 
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mature as an endowment at the end of twenty years. The couple 
continue to live together as man and wife for a period of fifteen 
years after purchase of the policy, and the wife pays the pre- 
miums from her own separate funds. At the end of fifteen 
years she and her husband are divorced. As a result of the 
divorce, she no longer has an insurable interest in the life of 
her former husband; consequently, she cannot collect the pro- 
ceeds of the policy in the event of his death, in spite of the fact 
that she has paid all of the premiums from her separate funds, 
Furthermore, she is faced with the necessity of forfeiting a part 
of the investment values under the contract if she surrenders it 
at the time of the divorce. Unless she be permitted to continue 
the policy to maturity, she will not get maximum maturity bene- 
fits from it. In other words, she must forfeit a part of the 
values under the policy by surrendering it or take a chance on 
losing her right to the proceeds at his death because of the 
requirement of Texas law that she have an insurable interest at 
his death. 

Consideration should be given to modification of the Texas rule 
with respect to the time at which an insurable interest is required 
in order to provide appropriate protection to policyholders who 
have bought insurance in good faith under circumstances such 
as those set out above. 


V. PERSONS WHO HAVE AN INSURABLE INTEREST 


In Texas, “Those held to have an insurable interest in the 
life of another fall into three general classes: (1) one so 
closely related by blood or affinity that he wants the other to 
continue to live, irrespective of monetary considerations, (2) 
a creditor, and (3) one having a reasonable expectation of 
pecuniary benefit or advantage from the continued life of an- 
other.”’!s 


In other states one is generally considered to have an insur- 
able interest if he is closely related by blood or marriage or has a 
reasonable expectation of pecuniary benefit from the continued life 
of another.14 Thus, in general, the requisite for an insurable inter- 
est in Texas is substantially the same as in other states. However, 

13Drane v. Jefferson Standard Life Ins. Co., 139 Tex. 101, 161 S.W. bo 
1057. Equitable Life Assurance Co. v. Hazlewood, 75 Tex. 338, 12 S.W. 


621. Livesay v. First National Bank, (Comm. App. 1933) 57 S.W. (2d) 
86, 91 A.L.R. 873. : 


14Connecticutt Mutual Life Ins. Co. v. Shaefer, 94 U.S. 457, 24 L. ed. 251. 


on 
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Article 3.49 of the Texas statutes designates certain specific classes 
of persons who are held to have an insurable interest as follows : 


“Any corporation, partnership, joint stock association or any 
trust estate doing business for profit, may be named beneficiary 
in any policy of insurance issued by a legal reserve life insur- 
ance company on the life of any officer or stockholder of said 
corporation, joint stock association or trust estate; or any part- 
nership or member thereof may be the beneficiary in any policy 
of insurance issued by a legal reserve life insurance company 
upon the life of any member of said partnership; or any re- 
ligious, educational, eleemosynary, charitable or benevolent in- 
stitution or undertaking may be named beneficiary in any pol- 
icy of life insurance issued by any legal reserve life insurance 
company upon the life of any individual, The beneficiaries 
aforenamed shall have an insurable interest for the full face 
of the policy and shall be entitled to collect same. On all pol- 
icies of life insurance heretofore issued by legal reserve com- 
panies in which any of the aforenamed shall have been desig- 
nated beneficiaries in the policies, said beneficiaries shall have 
an insurable interest to the full extent of the face of the 
policy and be entitled to collect same.’’5 


The purpose of the article is apparently to clarify the position of 
beneficiaries who are named as such under several types of busi- 
ness insurance situations as well as beneficiaries designated for 
charitable and educational purposes. 


Some of the situations that are adequately covered by Article 
3.49 are the following: 


(1) <A corporation desires to insure one of its officers or 
stockholders in order to indemnify the corporation in the event 
of the death of the officer or stockholder. It is recognized among 
businessmen that this is often a desirable type of insurance to buy. 
The success of a corporation may be largely dependent upon the 
continued financial backing of some large stockholder or the con- 
tinued services of an officer. The death of that officer or stock- 
holder could conceivably result in heavy financial loss to the cor- 
poration. Therefore, it may be just as important for the corpora- 
tion to protect itself against the loss of a valuable individual as it 
would be for the corporation to protect itself from the loss of a 
building by fire. As a matter of fact, the loss of a valuable corpo- 
rate officer may be even more serious to the corporation than the 
loss of one of its buildings. Insurance under these circumstances 
is therefore well recognized as highly desirable. 


15V.A.T.S. Insurance Code, Art. 3.49. 
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(2) A partner or partnership is specified in the statutes as 
having an insurable interest in the life of any partner. This is ap- 
propriate for the same reasons as those listed above. In addition, 
there may be good reason for purchase of insurance by one 
partner upon the life of another partner aside from the possibility 
that his services will be lost in the event of his death. A partner- 
ship is dissolved by reason of the death of any partner in it. 
If the business is to be continued by the surviving partner or 
partners, they must be in a position to make a satisfactory settle- 
ment with the heirs of any partner who may die. Frequently 
and usually, surviving partners are unable to make a satisfactory 
settlement with the heirs of the deceased partner unless they have 
anticipated the possibility of his death and provided funds for the 
purchase of his interest by means of insurance on his life. Article 
3.49 asstites the validity of a contract entered into for this 


(3) In addition to the beneficiary designations itidicated above, 
Aftticle 3.49 provides that a joint stock association may insure 
the life of an officer and also provides that any religious, educa- 
tional, eleemosynary, charitable or benevolent institution may be 
nanied the beneficiary.!® 


Unfortunately, Article 3.49 is silent with respect to a number 
of business situations in which there is a legitimate use for life 
insurance for the protection of business interests, By reason of 
the silence of the statute, a grave element of uncertainty is intro- 
duced in such situations, The following are examples; 


(1) A corporation or partnership may have an extremely 
valuable employee whose life should be insured in order to protect 
the corporation or partnership against loss in event of his death, 
He may be an important key man in any number of respects: 
the sales manager, chemist, attorney, organizer, accountant, His 
services may be so valuable to the business that his death would 
result in a very substantial loss, and insurance on his life would 
be not only needed, but accepted as good business practice among 
all intelligent business men, Article 3.49 does not make provision 
for the naming of the employer as the beneficiary of a life insur- 
ance policy purchased under these conditions. In the case of a 
corporation such an employer could be designated an officer of 


the corporation and the law would apply; but in the case of a 


16V.A.T.S. Insurance Code, Art. 3.49. 
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partnership or a sole. proprietorship, the law apparently would 
prohibit the purchase of insurance on an employee, regardless of 
how valuable he might be, unless he were made a partner in the 
business. 


There is clearly a need for modifying the Texas law to an 
extent great enough to meet the needs of legitimate businesses in 
cases of the kind illustrated above. 


(2) Article 3.49 is also silent with respect to the right of a 
stockholder to purchase insurance on the life of another stock- 
holder. This is unfortunate because of the fact that one of 
the most legitimate uses of life insurance requires that this be 
done. For example, although a corporation is not dissolved at the 
death of a stockholder, the surviving active stockholders and the 
heirs of a deceased stockholder often face a liquidation problem 
sitnilar in many ways to that of a partnership described above: 
Ofte it is desirable for the surviving stockholders to acquire the 
ititerests of a deceased stockholder, both from the point of view 
of surviving stockholders and also from the point of view of 
the heirs of the deceased stockholder, This may best be aceori- 
plished by anticipating the need for it and buying life insurance to 
assure that money will be on hand when needed, The fairest and the 
most typieal arrangement under which this may be done requires 
that each stockholder purchase insurance on the lives of all other 
stockholders, Then, at the death of any stockholder, the surviving 
stockholders with the insurance proceeds they collect may buy 
out the interests of the deceased stockholder from his heirs, Such 
an arrangement is desirable for the surviving stockholders because 
it enables them to continue the operation and control the business 
without bringing in the heirs of the deceased stockholders and 
giving them a voice in the management of the business, This 
type of arrangement is also an advantage to the heirs of the 
deceased stockholder, because they receive cash for their interests 
rather than what is usually a speculative interest in a closed 
corporation. 


It seems obvious that the Texas law with respect to insurable 
interest is not as specific as it should be to permit transactions 
of the kind indicated above. Modification is sorely needed in 
order clearly to permit buy-and-sell agreements of this type. 
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VI. TEXAS VIEW ON FRATERNAL POLICIES 


In Article 10.12, Texas has an exception concerning insurable 
interest.17 The purpose of this article was to give a member of 
a fraternal benefit society, with the consent of the society, the 
right to name as beneficiary in a life insurance policy anyone 
such insured desired, regardless of whether the named beneficiary 
had an insurable interest or not. Why should the law draw a 
distinction between fraternal policies and commercial policies? 
The basis for the Texas holdings on insurable interest is that 
there should not be an incentive to take the life of the insured. 
What in the fraternal benefit cases would remove this incentive? 
The only argument supporting the distinction is that in a fraternal 
benefit society we have the brotherly love element which is present 
among the members of the society. This contention is based upon 
the brotherly love between the members of the society and in 
no way could it affect a stranger who is named as beneficiary. 
Such a beneficiary without an insurable interest would have no 
more love and respect for one insured by a fraternal society 
than one insured by a commercial company. This is another 
definite inconsistency that should be remedied. It appears that 
any distinction as to the requirement of insurable interest in the 
fraternal policy and the commercial policy is unwarranted. It 
may be contended that whatever motive the legislature had for 
passing Article 10.12 could be just as strongly contended with 
respect to commercial policies. 


Vil, SUMMARY 


The present rules of Texas law on insurable interest are in- 
adequate to meet the needs of the public. 

The inability of an individual to buy a life insurance policy 
on his own life and freely choose the person he wishes as bene- 
ficiary unduly and unreasonably restricts the freedom of the Texas 
citizen and is inconsistent with the general body of Texas laws 
which permits. Texas citizens to dispose of their property as they 
see fit by gift or will, 

In Texas an insurable interest must exist at the time of death, 
In order to provide appropriate protection to policyholders who 
have bought insurance in good faith and who need to continue 
such policies to maturity to derive maximum benefit from them, 


17V,A,T.S, Insurance Code, Art, 10,12, 
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a modification of this rule on insurable interest should be brought 
about. The public is not protected under the present law. 

In Texas a person is said to have an insurable interest in 
another person if he is (1) so closely related by blood or affinity 
that he wants the other to continue to live, irrespective of monetary 
consideration; (2) a creditor; or (3) one having a reasonable 
expectation of pecuniary benefit or advantage from the continued 
life of another. But the law is silent with respect to a number 
of business situations in which there is a legitimate use for life 
insurance for the protection of business interests. This silence 
introduces an element of uncertainty. 

Under present Texas law, a corporation does not clearly have 
a right to insure any one other than an officer or stockholder. 
The law should be broad enough to permit a corporation to insure 
any valuable key employee. 

The present law is also silent on the question of whether or 
not a partnership or sole proprietorship may insure the life of a 
valuable employee. Such insurance is regarded as legitimate and 
proper throughout the business world and should be permitted 
without question, 

The present law is silent respecting the right of one stockholder 
to buy life insurance on the life of another stockholder. 

The same difficulty that a partnership has at liquidation also 
confronts surviving stockholders; and the law should recognize 
this and be adjusted to remove the present uncertainty involved 
in legitimate stock-purchase agreements founded by life insurance. 

The law in Texas with respect to fraternal and commercial 
policies is inconsistent in its reasoning. The incentive to murder 
is not removed in one instance any more than it is in the other. 

Definite revisions in the Texas law concerning insurable interest 
in Texas are needed to produce uniformity and certainty and 
properly to protect the interests of the public, 
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